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ABSTRACT 
This study investigates whether the bank stocks of 
Hong Kong out~erform the market i examines the factors 
influencing the bank stock price by measuring the stock 
price of banks as a functions several financial variables 
including' interest rates, earning per share ~ __ (E;:P_S),_ . ,anct , ______ ". __ _  
dividends, as well as measures the interest rate spread 
sensitivities and elasticities of the Hong Kong bank stocks 
returns. It is found that the bank stocks of Hong Kong do 
not outperform the market. And, among the variables used, 
only earning per share and interest rates have 
statistically significant power in explaining the changes 
in bank stock prices. Furthermore, the banks stock returns 
are found to be sensitive to interest rate spread. Then, 
the interest rate spread elasticities of bank stock returns 
are determined. 
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Since St6ne's (1974) suggested that a two-factor 
pricing model incorporating both equity and debt returns 
could bet ter explain the returns of certain interest-
~ensitive stocks (such as bank stocks), there are 
considerable amount of research in recent years on the 
interest rate sensitivity of commercial bank common stock 
returns. However, the question of which measure of 
interest rate change is most appropriate is subj ect to 
debate, despite the roughly similar findings being 
generated using different interest rate indices. On the 
other hand, there is also the disagreement persisting as to 
the true effect of interest rates on commercial bank stock 
returns. For . example, Lynge and Zumwalt (1980) used 
several expanded versions of the market model and found 
that a large portion of commercial bank stock returns was 
explained by interest rate indices on corporate debt. On 
the contrary, Chance and Lane (1980) found that interest 
rate indices were not significant in explaining bank stock 
returns. 
The interest rate variable is important for the 
valuation. of common stocks of financial institutions 
2 
because, according to a leading investment text 1 : Earnings 
on bank stocks as a group are largely determined by general 
economic conditions, especially the demand for business 
loans, the level of money rates, and the rates paid on 
deposits. Furthermore, understanding this variation is 
important for regulatory policy, for determining a monetary 
policy regarding stable · interest rates or stable money 
supply, - for portfolio selection, and especially, for bank 
ihte~e~~ . rate risk . management. 
Surprisingly, there appears to be no empirical study 
published that explicitly examines the interest rate spread 
sensi ti vi ty of bank stock returns. By interest rate 
spread, it refers to the difference between the saving rate 
offered to the depositors and the best offer rate to the 
borrowers. Besides interest rate, interest rate spread is 
also an important determinant of a bank's profitability, 
therefore, it is worthy to study the interest rate spread 
sensitivity of banks' return. In Hong Kong, there is the 
interest rate agreement imposed by the Hong Kong 
Association of Banks on commercial banks in Hong Kong . . The 
interest rate cartel~ which originated in 1964, set 
interest ceiling on current ac~ounts, savings deposits and 
time deposit. It aims at avoiding price competition. The 
regulators usually believe that price competition would 
increase the cost of operation, which would then induce 
banks to invest in high yield and high risk assets. 
lHerbert E. Dougall and Francis J. Corrigan. Investments, 10t,h edition. 
Englewood Cliffs, New Jersey; Prentice-Hall, Inc., 1978. 
3 
Recently, the Consumer Council has conducted a research on 
the extent of monopsony of the Hong Kong banking industry, 
and, it finds out it is the interest rate cartel that helps 
the banks to grasp a huge monopsonistic rents 
approximately HK$5.2 billion for 1991. It is consistent 
with the common perception that the banking stock returns 
are relatively more favourable than other types of stock2 • 
Thus, besides the traditional models using the percentage 
of rate of change in the (default-free) interest rate, we 
introduce a new indepen<;lent variable, namely, the 
percentage of rate of change in the interest rate spread 
which is more appropriate for the Hong Kong situation. 
More specifically, the objectives of this study are 
1) to investigate whether the bank stocks of Hong 
Kong outperform the market; 
2) to examine the factors influencing the bank stock 
price by measuring the stock price of banks asa 
functions several financial variables including 
interest rates, earning per share (EPS) , and 
dividends, which are of micro level (i . e . 
company-speci,fic) ; 
3) to measure the interest rate spread sensitivities 
and elasticities of the Hong Kong bank stocks 
returns. 
The remainder of the paper is organised as follows. 
Section 1,1 reviews the previous empirical studies about 
2Another illustration is that the share price of the Hong Kong and 
Shanghai Banking Corporation did rise from about HK$ 36 in October 1992 to 
about HK$ 65 in mid-1993. 
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interest rates sensitivity of bank stock returns. Section 
III describes the data and methodology. Section IV 
compares the Hong Kong bank stock returns and the market 
return. Section V investigates the bank stock price as a 
function of the three selected financial variables. 
Section VI tests the interest rate spread sensitivities and 
elasticities of the banks~ Then, Section VII presetit~ the 




Stone (19'74) proposed a two-index version of the 
capital asset pricing model (CAPM) that includes a variable 
to measure interest rate changes. He argued that investors 
could choose among alternatives such as risk-free assets, 
risky equity portfolios, or risky debt assets. Thus, the 
single-index market model fails to measure the pricing 









to the ith firm at time t, 
of the measure of the market 
time t, 
in interest rates at time t, 
of sensitivity of the firm's 
time t to the change in market 
a measure of sensitivity of the firm's 
return at time t to the change in interest 
rate. 
Lloyd ' and Shick (1977) used the two-index model 
incorporating a long-term interest rate index to explain 
bank stock returns. A relatively small proportion (8.3 
6 
percent) of the 60 banks in the sample exhibited 
significant coefficient (at the 0.05 level) on the debt 
index. They therefore concluded that the addition of an 
interest rate index to the single-index model only 
marginally improved its explanatory power. 
Chance and Lane (1980) used data from 1972 to 1976 
(which represented a full interest rate cycle) to test the 
common - stocks of 119 bank holding companies, 33 
miscellaneous financial lenders, 51 insurance companies, 
164 public utilities and natural gas distributors, 49 real 
estate companies and a market control sample (S&P 500) for 
interest rate sensitivity in a multi-index market model. 
Of 119 banks tested, less than 2% exhibited significant 
interest rate sensitivity to a short-term (Ninety-day 
Treasury Bills), medium-term (three-ta-five year Treasury 
Notes) or long-term (ten-year and longer Treasury Bonds) 
instrument. They concluded that the interest rate index 
was not significantly associated with the security's 
return, that is, there was no support for the hypothesis 
that extra-market interest rate sensitivity was present in 
the common stocks of financial institutions with respect to 
short, intermediate, and long term interest rates. 
Another test on interest rate sensitivity of 
commercial bank common stock returns was done by Lynge and 
Zumwalt (1980). They incorporated short-term and long-term 
indices into two and three index models using a sample of 
57 commercial banks. Each measure was used separately as 
the second index (i. e., besides the · 11 equi ty market" index), 
c : 
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and then the two measures were used simultaneously in the 
three-index model. For 1969-1972, 26% of the banks 
exhibited significant interest coefficients (at 0.05 level) 
for the long-term index, and 24% have significant 
coefficients for the short-term index. During the longer 
1969-1975 period, Lynge and Zumwalt found 74% of the 57 
banks to have significant · interest rate coefficients for 
the long-term index and 61% for short-term index. They 
concluded that a debt index is a significant explanatory 
variable in the expanded market model. 
Furthermore, Booth and Officer (1985) examined the 
interest rate sensitivity of commercial bank and bank 
holding company stocks relative to stocks of non-financial 
firms using several models, which incorporated current and 
forecasted interest rate changes and a measure of forecast 
error implied in the forward rates from the yield curve. 
The results indicated that commercial bank and bank holding 
company stocks showed extra-market sensitivity to actual, 
anticipated, and unanticipated changes in short-term 
interest rates. Since this phenomenon was not present in 
the portfolio of non-financial securities examined in the 
study, it appears that bank stocks are more interest rate 
sensitive than non-financial securities or the market as a 
whole. 
Moreover, Flannery and James (1984) investigated the 
empirical .relation between the interest rate sensitivity of 
common stock returns and the maturity composition of 
nominal contracts for a set of actively traded commercial 
8 
banks and stock savings and loan associations (S&Ls). They 
found significant interest rate sensitivity by financial 
institutions, but argued that the degree of sensitivity was 
dependent on the maturity structure of the bank's nominal 
assets. Kwan (1991), who tested a random coefficient two-
index model for commercial bank returns, also found 
significant interest rate sensitivity which was positively 
related -,' to the maturity between bank assets and 
liabilities. 
Akella and Chen (1990)' s studies of interest rate 
sensitivity of bank stock returns focused on the effects of 
both interest rates and innovations in interest rates, 
employing holding-period returns on both short- and long-
term government securities under different model 
specifications. They found that quarterly bank stock 
returns were sensitive to long-term returns and innovations 
for the entire sample period. The magni tudes of the 
estimates, , though" are different across models and periods. 
On the oth~r hand, the sensitivity of bank stock returns to 
short-term returns and innovations, however, is ambiguous. 
Their results further -suggested the interest rate risk 
exposure of banks had declined since 1980. The long-term 
return and innovation sensitivities show a significant 
decrease in all models. 
Bae (1990) investigated the interest rate 
sensitivities of financial institution stock returns by 
using measures of current, anticipated, and unanticipated 
interest rate changes. He found that the bank stock return 
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sample in the study displaying significant sensitivity to 
current and unanticipated interest rate changes. And, 
sensitivities tended to increase with the average maturity 
of each interest rate index. 
Since there were no · consensus on the interest rate 
sensitivity of ·financial institution common stocks, Kohers 
and Nagy (1991) examined .the discipline by incorporating 
different stages of the business cycle. Basically, the 
objectives were to measure the impact of various interest 
rate changes on the returns of commercial bank common stock 
over expansionary/ contractionary stages of the business 
cycle, using the Stone's (1974) two-index model, and 
holding constant the effect of economic control variables. 
The results affirmed the appropriateness of using Stone's 
model in explaining commercial bank stock returns. For all 
the models employed, interest rate changes were found to be 
significantly inversely related to bank stock returns. The 
explanatory power of interest rate changes was most evident 
during recessionary periods ~ According to the two 
scholars, the differences in the explanatory power of 
interest rate changes across the business cycle were not 
surprising when one considered the extraordinary 
fascination in monetary policy displayed by policymakers 
and the financial press during recessions. 
Akella and Greenbaum (1992) related the cross-
sectional variation in the sensitivity of bank stock 
returns to unexpected changes or innovations in interest 
rates. They improved the understanding of the duration 
10 
transformation undertaken by banks and its influence on the 
innovation sensitivity of their stock returns. They found 
that bank stock returns were sensitive to unexpected 
changes in intere$t rates. In particular, the estimates 
indicated that a unit change in Treasury Bill innovations 
caused, on average, an opposite eight-fold change in bank 
stock returns. The implication was that banks were not 
hedged against interest rate risk as reflected in the stock 




DATA AND METHODOLOGY 
Six listed Hong Kong banks are selected for 
examinations based on the criterion that these are listed 
on or before 1980 for the sake of collecting adequate 
observations. The six banks are the Hong Kong and Shanghai 
Banking Corporation (Hongkong Bank), the Hang Seng Bank 
Limited, the Ka Wah Bank Limited, the Bank of East Asia 
Limited, the Union Bank Limited and the Wing Lung Bank 
Limited. The stock price and market capitalization of the 
six banks on December 31, 199~3 are shown in Table 1. 
TABLE 1 
STOCK PRICE AND MARKET CAPITALIZATION OF 
THE SIX BANKS ON DECEMBER 31, 1993. 
Name -of the bank Stock Market 
Price Capitalization 
(HK$) * (HK$) 
Hongkong Bank 115.00 ' 289,909,121,085 
Hang Seng Bank ,76.00 145,828,358,418 
, 
Bank of East Asia 53.50 30,480,571,890 
Wing Lung Bank 93.00 10,413,619,200 
Ka Wah Bank 5.75 4,453,740,976 
Union Bank of Hong 9.55 2,263,973,405 
Kong 
*: Closing stock price. 
3Hong Kong Economic Journal Monthly, Vol. 203, p. 128. 
_. 
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The time frame, otherwise stated, is from January, 
1980 to December, 1993. The market prices of the banks' 
stocks and the Hang Seng Index (HSI) for the sample period 
are extracted from the Hong Kong Monthly Digest of 
Statistics and newspapers. The HSI is selected to be the 
proxy of market index. 
The banks' earnings . per share and dividends are 
collected in annual basis and the sources are as follows: 
PACAp4 - .--- from 1980 to 1990; Wardley Card ---- from 1991 
to 1992; South China Morning Post ---- 1993. The interest 
rates include three-month HIBOR (Hong Kong Interbank Offer 
Rate), saving deposit rate and prime rate. All the 
interest rates are the figures at each year's end. The 
sources of three-month HIBOR are: The Hong Kong Monthly 
Digest of Statistics ---- from 1980 to 1987, 1992 and 1993; 
PACAP ---- from 1988 to 1991 while the sources of saving 
deposit rate and prime rate are: PACAP ---- from 1980 to 
1991; and, The Hong Kong Monthly Digest of Statistics ----
1992 to 1993. 
Section IV makes use of t-statistics technique to test 
the performance of the bank stocks as compared to the 
market. Here, while the data source is the Hong Kong 
Monthly Digest of Statistics and newspapers, the time frame 
is from January, 1973 to December, 1993, instead of what 
mentioned above. And the bank stocks returns and HSI are 
on daily basis. The daily returns of both bank stocks and 
HSI is calculated as follows: 
4The database of the Pacific-Basin Capital Market Research Centre. 
13 
Daily Return at day t = 
where Pt = the closing price (of either bank stock 
or HSI) at day t 
The hypothesis is as 'follows: 
Ho: Rbi = Rm 
Rbi > Rm 
Rbi = daily return of bank i 
~ = daily market return 
Section V originally aims to test the causality 
between the bank stock prices and the factors including 
interest rate (three-month HIBOR is used), EPS as well as 
dividends per share by utilizing the Vector Autoregressions 
modelling. However, it is not feasible due to insufficient 
observations on individual bank basis. Instead, time 
series and cross sectional data (using all six banks' year 
end stock price from 1980 to 1993) are pooled together by 
applying Generalized Least Square (GLS) technique tO ,handle 
the matter of serial correlation and heteroscedasticity. 
And, the lag period for the time series , is one. 
The model is: 
Bank stock price at year end 
= f(EPS, dividend/share, three-month HIBOR) 
Since 'the market values of banks are also affected by 
other factors such as loan demand, money supply and market 
, return, it is essential to incorporate these systematic 
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variables into the analysis. However, in developing a 
model, the principle of austerity suggests using as few 
variables as possible and this study places particular 
emphasis on interest rates. Thus, only these microeconomic 
variables are selected. 
Section VI determines the interest rate spread 
elasticities of bank stock returns. Here, the elasticities 
measure the effect of a 1 percent change in the interest 
rate spreads (the independent variables) on the bank stock 
returns (the dependent variabie). The independent 
variables, i.e. the interest rate spreads, include three 
alternatives: 
Spread 1 three-month HIBOR saving deposit rate 
Spread 2 prime rate saving deposit rate 
Spread 3 prime rate three-month HIBOR 
Thus, the models built are: 
Model 1 Bank stock return = a 1 + Bl (Spread 1) + E 
Model 2 Bank stock return = a 2 + B2 (Spread 2) + E 
Model 3 Bank stock return = a 3 + B3 (Spread 3) + E 
The three interest rate spread elasticities of the 
bank stock returns will ~e determined by, firstly~ finding 
the coefficients of the three interest rate spreads using 
the method similar to that of the previous section: pooling 
time series and cross sectional data by the GLS 
(Generalised Least Square) technique. Then, each of 
coefficients is mUltiplied by the mean of the corresponding 
interest rate spread and divided by the mean of the bank 
stock returns: 
Ei = Spread i elasticity of bank stock return 
Xi = Mean 'of Spread i 
where i = 1, 2 or 3. 
Y = Mean of bank stock return 
15 
:fS i = The coefficient of the corresponding interest 
rate spread 
Before describing the three interest rate spreads, it 
is worthy to look at what the three interest rates are. 
According to section 12(1) (a) of the Hong Kong Association 
of Banks Ordinance, Hong Kong Association of Banks (HKAB) 
is allowed to make rule regarding the maximum rates of 
interest on deposit (including saving rate) . Such "Rules 
on Interest Rates and Deposit · Charges" generally apply to 
HK dollar deposits of $500,000 or less having a maturity 
below 15 mQnths. This is ~eferred to as' the Interest Rate 
Agreement " (IRA) .6 HIBOR is the offered rate in the inter-
bank market. It is act~ally a free price whose movement is 
entirely dependent on the market supply of and demand for 
funds. The HIBOR is the cost of borrowing from the inter-
bank market borne by authorize institutions, and 
SRobert $. Pindyck & Daniel L. Rubinfeld. Econometric Models & Economic 
, Forecasts, 3rd edition. McGraw-Hill International Editions. 
6Furthermore, according to Section 21 (1) of the Ordinance, HKAB is 
empowered to discipline any of its members to the point of expulsion from HKAB 
for "breach of any rule made pursuant to Section 12(1) including the interest 
rate caps . ' 
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accordingly becomes a reference price for their wholesale 
business. When a bank grants a loan of a large amount, say 
HK$15 million for three months, to a giant corporation with 
excellent credit standing, the former usually charges the 
latter an interest rate calculated on the · basis of the 
relevant HIBOR~ for example, 3-month HIBOR ·plus 0.25%. 
Conversely, when a bank accepts a large deposit (say 
HK$500,OOO or above) from its customer, the bank will also 
price the deposit on the basis of the HIBOR. The practice 
is to deduct a margin from the HIBOR of the same duration. 
In doing so, the bank ensures that a profit can be earned 
from the deposit by lending it in the inter-bank market 
even if it cannot find a customer for it. As mentioned 
above, in Hong Kong, there is an interest rate agreement 
that regulates the maximum level of interest rates payable 
on small amount Hong Kong dollar deposits with banks. The 
agreement is executed by ·the HKAB, which is responsible for 
reviewing the deposit rates every Saturday. Though deposit 
rates are regulated, bank~ are still allowed to set their 
loan rates fre~ly. The general practice is to follow the 
two price leaders (that: is, the Hong Kong and . Shanghai 
Banking Corporation, and the Standard Chartered Bank) to 
set a common prime rate as a reference price · for retail 
loan business (for example, mortgage loan, overdraft, 
personal loan, and so on.) The prime rate is a bench-mark 
interest rate charged to the most creditworthy borrowers. 
Every time the HKAB refixes the deposit rates, individual 
banks adjust their prime rate by more or less the same 
17 
magnitude at the same time in order to keep a relatively 
stable difference between the prime and the savings rates. 
This practice aims at protecting banks' operating profit 
margins. Generally, the prime rate is the highest among 
the three rates. In normal situations, the HIBOR must lie 
somewhere between the savings and the prime rates. The 
rationale behind this is simple. Banks with a shortage of 
funds have to borrow from the market to fund their 
business, and so the HIBOR is their co~t of borrowing. If 
the HIBOR is above the prime (loan return), they will 
suffer a loss and consequently an upward adjustment will 
occur until the prime is higher than HIBOR. On the other 
hand, the HIBOR represents a return to those banks having 
excess liquidity for lending in the market. If the HIBOR 
is lower than the savings rate, these banks will operate at 
\ 
a loss. In that case, a downward adjustment to the savings 
rate will be made. Thus, the prime rate is above the HIBOR 
which in turn is .above the savings rate. 
Based on these three interest rates, the bank stocks 
sensitivities on th~ three interest rate spreads . will _ ~e _ 
studied. The prime rate-HIBOR spread, measures the profit 
margin where the cost of funds is not determined by the 
HKAB but the market. (It is this spread which was found by 
the Consumer Council that it is of relatively smaller 
magnitude as compared to the other countries.) Moreover, 
this spread ,measures the profit margin when banks lend the 
money borrowed from the inter-bank market to high 
creditworthy borrowers (or approximately the profit margin 
18 
when doing the same to others in general which receive the 
prime rate plus a margin instead of the prime rate only) . 
The prime rate-saving deposit rate spread measures the 
profit margin when banks accept small deposits (less than 
HK$500,OOO) and lend to the high creditworthy borrowers (or 
approximately the profit margin when doing . the same to 
others in general which . receive the prime rate plus a 
margin instead of the prime rate only) . 
·The HIBOR-:-saving deposit rate spread measures the 
profit ~argin ~hen banks (especially large banks) receive 




COMPARISON OF BANK STOCK RETURNS 
WITH MARKET RETURNS 
TABLE 2 
THE DIFFERENCES BETWEEN BANK STOCK RETURNS 
-,- WITH THE MARKET RETURN 
I I I .. I I I Bank Range Mean Sto.. Error T 
EAD 1.6354415 0.000412503 0.000410597 1.0046435 
HSBeD 0.7851131 0.000099716 0.000197063 0.5060107 
HSD 0.3037449 0.000304750 0.000236644 1.2877977 
UBD 2.2086964 -0.00051435 0.000534356 -0.0962555 
WLD 0.3095234 .;.0.000044422 0.000307497 -0.1444621 
KWD 0.5519155 -0.000250203 0.000456112 -0.5485558 
N.B. The number of observations is 5,505. 
TABLE 3 
THE T-STATISTICS TEST FOR THE DIFFERENCES 
No. of . Variable Prob>IT 
Obs. I I 






N.B. EAD = The difference between the Bank of East Asia stock 







The difference between the Hong Kong Bank stock 
return and the Hang Seng Index 
The difference between the Hang Seng Bank stock 
return and the Hang Seng Index 
The difference between the Union Bank stock return 
and the Hang Seng Index 
The difference between the Wing Lung Bank stock 
return and the. Hang Seng Index 
KWD = The difference between the Ka Wah Bank stock return 
and the Hang Seng Index 
According to the above to figures, we find that three 
of the larger banks, The Bank of East Asia, the Hang Seng 
Bank and the Hong Kong Bank has been better performing than 
the market while the other three are not. However, the 
results are not statistically significant with reference to 
Table 3 (i.e. the difference between the bank stock returns 
and the HSI does not sig~ificantly deviate from zero, the 
null hypothesis is void). Therefore, the conclusion is 




FACTORS INFLUENCING BANK STOCK PRICE 
The regression results using all year end bank stocks 
prices for the period from 1980 to 1993 (84 observations) 
are summarized as the following table: 
TABLE 4 
THE REGRESSION RESULTS OF BANK STOCKS PRICES 
AND THE THREE INFLUENCING FACTORS 
Variables and is Value p-value** 
statistics*: 
Intercept 16.9945514 0.0003 
Earning per share 4.7823141 0.0088*** 
Dividend per share 0.5483025 0.9055 
3-month HIBOR -1.4249829 0.0024*** 
* The total R-square = 0.3750 
** Denote the probability that the variable = 0 
*** Statistically significant at 95% confidence interval. 
The above model attempts to identify the explanatory 
power of changes in earning per share, dividend per share 
and interest rates (3-month HIBOR) on the bank stocks · 
prices. The signs of the three B-values are expected. 
That is, increase in earning per share, dividend per share 
and interest rate lead to increase, increase and decrease 
in bank stocks prices respectively. The first tw6' cause-
22 
effect relationships are stated in general Earning 
Valuation Model and general Dividend Valuation Model. The 
third cause-effect relationship is consistent with the 
previous research, such as those of Lynge and Zumwalt 
(1980), Booth and Officer (1985), Flannery and James (1984) 
and Kohers and · Nagy (1991). However, it is found that 
among the three variables, only the earning per share and 
3-month HIBOR are statistically significant at 0.05 level 
(their p-values equal 0.0088 and 0.0024 respectively). 
Here, the result of increase in interest rate leading to 
decline in bank stocks prices shows that Hong Kong bank 
stocks are interest rate sensitive and they are negatively 
related. 
The following paragraph will discuss the negative 
interest rate sensitivity (which is statistically 
significant) of the sample banks. Banks in Hong Kong are 
found to reveal less information to the general public than 
banks in US, UK and Japan. 7 Those have been disclosed in 
other countries but not in Hong Kong include inner 
reserves 8 , breakdown of revenue and expense$ I __ 19_~n loss 
reserve and non-perfor~ing loans, maturi ty - mismatching, 
detailed breakdown of loan portfolios, off-balance sheet 
items and foreseeable changes in financial conditions of 
banks. Nonetheless, in light of the asset/liability or 
balance sheet composition can be shed from the results 
7"Are Hong Kong Depositors Fairly Treated?", Consumer Council, February, 
1994. 
8There is trend or pressure from society on banks' disclosing inner 
reserve. Hongkong Bank is one of the banks showing the information : 
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obtained in this study by taking a look on the negative and 
significant interest rate sensitivity of bank stocks 
prices/earnings. 
As all know, there are interest-earning assets (e.g. 
all kinds of loans) and interest-paying liabilities (e.g. 
all kinds of deposits) found in a bank's balance sheet. It 
is basically one of the scopes of bank fund management to 
manage the exposure of the bank's net interest margin9 to 
interest-sensitive assets and liabilities so as to minimize 
the impact of fluctuating interest rates on earnings 
growth. Actually, Hong Kong has experienced quite a 
fluctuating interest rates period during 1980 to 1993 10 (14 
observations) . The following table shows the degree of 
variation of the prime rate, HIBOR (3-month) and saving 
rate: 
9Net in,terest margin refers to the difference between total interest 
income and total interest expenses divided by earning asse,t. ' 
10The establishment of linked exchange rate system of Hong Kong dollar 
with U.S. dollar did stabilize the interest rates fluctuation. However, the 
trend and pressure for deregulation of interest rate agreement may. somehow 
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Furthermore, the ratio of interest-sensitive assets to 
interest-sensitiv~ liabilities is used to measure the 
exposure of bank earnings to fluctuating interest rateso 
The appropriate ratio is that which smooths out earnings 
fluctuations regardless ,of the level of interest rates. A 
ratio of 1.0 reflects an equal amount of interest-sensitive 
assets and liabilities. However, this ratio wil'l not 
necessarily minimize earnings fluctuations because interest 
rate changes do not . generally affect both sensitive assets 
and liabilities at the exact time or with the same impact. 
If the ratio is greater than 1.0, an increase in interest 
rates will increase earnings because of the larger amount 
of interest-sensitive assets than interest-sensitive 
liabilities. However, a decline in interest rates will 
decrease earnings for the same reason, that is, the larger 
amount of interest-sensitive assets than liabilities. If 
the ratio of interest-sensitive assets to interest-
sensitive liabilities is less than 1.0, an increase in 
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interest rates will decrease earnings because of the larger 
amount of interest-sensitive liabilities than interest-
sensitive assets. However, a decline in interest rates 
increases earnings for the same reason, that is, the larger 
amount of interest-sensitive liabilities than assets. For 
most banks, their fixed rate liabilities exceed fixed rate 
assets, that is, the ratio is less than one. This implies 
the banks hold more interest-sensitive liabilities which 
cost more at higher interest rates than they hold interest-
sensitive assets which generate higher earnings from higher 
rates. 
Since changes in bank earnings are reflected in the 
same direction as the bank stock prices, the regression 
results as shown in Table 4 can be explained as there are 
excessive interest-sensitive liabilities over interest-
sensitive assets which would then lead to the decrease in 
bank stocks prices as interest rates increase. 
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CHAPTER VI 
INTEREST RATE SPREAD SENSITIVITIES AND 
ELASTICITIES OF BANK STOCK RETURNS 
The regression results for the three interest rate 
spread -sensitivities of the bank stock returns for the 
period from 1980 to 1993 are summarized as the following 
table: 
TABLE 6 
REGRESSION RESULTS FOR CHANGES IN THE BANK STOCK RETURNS 
BASED ON THE INTEREST RATE SPREADS VARIABLES 
(YEARLY OBSERVATIONS FROM 1980 TO 1993) 
Variables and Model 1 Model 2 Model 3 · 
Statistics 
Spread 1 : Spread 2 : Spread 3 : 
three-month prime rate - prime rate 
HIBOR - saving - three-
saving deposit rate month HIBOR 
deposit rate 
Intercept 0.0018798485 0.0018723686 0.0002348146 
(0.0019)* (0.4905)* (0.5801)* 
B of Spread 1 -0.0002992031 ------------- ------------
(0.0534)* 
B of Spread 2 ------------- -0.0001899523 ------------
(0.7188)* 
B of Spread 3 ------------- ------------- 0.0003638052 
(0.0333)* 
Total R- 0.3210 0.2927 0.3248 
square 
* p-value which denotes the probability that B = 0 at 95% 
confidence interval. 
According to the regression results, it was found that 
the coefficient of spread 2 (the spread of the prime rate 
over saving rate) lose its statistical significance, and did 
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not deviate from zero (p-value 0.7188 is greatly different 
from 0.05). On the other hand, the negative beta of spread 
1 (3-month HIBOR - saving rate) and the positive beta of 
spread 3 (prime rate - 3 -month HIBOR) are significantly 
different from zero (p-values of 0.0534 and 0.0333 
respectively) 11 ~ Specifically, model 1 and model 3 were 
able to explain 32.1 percent and 32.48 percent of the 
variation in bank stock returns. 
Before further examining the interest rate spread 
elasticiti'es of bank stock returns, the following 
paragraphs will discuss the implications of both 
statistically significant and insignificant interest rate 
spreads 1, 2 and 3. 
Spread 2 refers to the amount of prime rate over 
saving rate whose changes, due to the Interest Rate 
Agreement (IRA) as mentioned in previous section, were more 
or less stable, if not constant. Based on IRA, the HKAB 
and the banks were used to adjust the prime rate and saving 
rate in similar direction and magnitude. Therefore, the 
explanatory power and significance of this interest _ra_te 
spread on bank stock re,turns were expected to beminimum. -
Spread 1 measures the profit margin of lending 
depositors' money (paying them at saving interest rate) to 
the inter-bank market at 3-month HIBOR. In general, it is 
expected that increase in this interest rate spread will 
raise the profit margin and hence the stock return of 
11Thoughthe p-value of beta of spread 1 is 0.0534, it is still 
acceptable for discussion of interest rate sensitivity. 
banks. 
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However, the negative beta (-0.0002992031) showed 
that increase in this interest rate spread did reduce the 
bank stock return. It can be explained by the following 
reasoning. 
As a reminder, in this spread, HIBOR is the rate of 
return when banks lend to the interbank market while the 
saving rate is the rate of · expense when receiving deposits 
from depositors. The increase in this interest rate spread 
can either be due to an increase in HIBOR or a decrease in 
saving rate~ ' The increase in HIBOR does not only increase 
the return of lending to the interbank market but also 
raises the cost of borrowing in the int~rbank market if a 
bank lacks funds to be lent. Thus, there are two factors 
influencing the bank stock return/profitability, namely, 
the profit margin by receiving deposits (saving rate) and 
lending part or all of them in the interbank market 
(HIBOR) i and, the profit margin by borrowing from the 
interbank market (HIBOR) and lending them to customers 
(prime rate). In other words, the returns of bank stocks 
will change in the direction of the more influential 
interest rate spread. It was found in this study that the 
impact of changes in interest rate spread between the prime 
rate and HIBOR (Spread 3) on bank stock returns was more 
th~n that of the changes in interest rate spread between 
HIBOR and saving rate (Spread 1). It was evidenced by the 
regression results of model 3, the increase in the spread 
of the prime rate over HIBOR did increase the bank stock 
returns. That is, if there is an increase in HIBOR leading 
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to the decrease in the spread 3, the bank stock return will 
fall. Therefore, although there was an increase in HIBOR, 
the bank stock returns would not rise (as presumed by the 
increase in the profit margin in lending the bank deposits 
in the interbank market) because of the more significant 
factor: the subsequent decrease in interest rate · spread 
between prime rate and HIBOR. 
In addition to the regression results of model 3, the 
relatively low saving interest rate prevailing in Hong Kong 
. .. 
now had di~couraged de'positors to deposit in banks, rather, 
they would seek to invest their money in other investment 
instruments such as stock market or property market. 
Hence, banks in Hong Kong actually had difficulty in 
raising adequate funds to satisfy customers' need of loan. 
Then, banks, except those large ones, usually not have 
excess money to lend in the interbank market, instead, they 
would obtain funds there. It leads to the impact of 
increase in HIBOR on bank stock returns/profitabilities as 
mentioned above. 
Besides the increase in HIBOR, the increase in the 
interest rate spread 1 ~ould also be due to the decrease of· 
the saving rate. In general, the decrease in saving rate 
would deter depositors from putting their money into banks. 
Subsequently, bank profitability and stock returns will be 
negatively affected due . to lacking funds for profitable 
investment and/or obtaining funds of higher costs. 
For spread 3, it had already mentioned by the above 
analysis that increase in the interest rate spread will 
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analysis that increase in the interest .rate spread will 
increase the profit margin by borrowing in the interbank 
market and then lending to customers. 
After discussing the impact of changes in interest 
rate spreads on bank stock returns, more specifically, the 
interest rate spread elasticities of bank stock returns 
will now be determined. ' As each of the interest rate 
spread cpefficients (8) had been found, based on the method 
of discussed in the methodology section, the elasticities, 
Ei , can be found by mUltiplying the beta by the mean of the 
corresponding interest rate spread and dividing it by the 
mean bank stock return. The means of interest rate spreads 
and bank stock return are shown in Table 7 while the 
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INTEREST RATE SPREAD ELASTICITIES OF BANK STOCK RETURNS 
I 
Interest Rate Spread 
I 
Elasticity 
I (E i ) 
3-month HIBOR - Saving rate -1.1210 
Prime rate - Saving rate 1.1057a 
Prime rate - 3-month HIBOR 0.7547 
a: Though the beta for this interest rate ,was not 
statistically ' significant, the ela~ti<?ity was also 
calculated for the sake of comparison 0 
The above table shows that for 1 percent change in 
each of the three interest rate spreads, how much the bank 
stock returns would change. It was found that the most 
elastic one was of the 3-month HIBOR-saving rate spread, a 
1 percent increase in the spread would lead to 1.12% 
decrease in the bank stock return while 1 percent increase 
in the prime rate-3-month HIBOR would lead to less than 1 
percent (0 . 75%) . The more elastic 3 -month. HIBOR-saving 
rate spread as compared to the prime rate-3 -month HIBOR 
spread seemed contradictory to the results of the interest 
rate spread sensitivities analysis in which the latter is 
more sensitive (both in terms of statistical significance 
and the value) 12 . This can be reconciled with the fact 
that, in general, elasticities are not constant but change 
when measures at different points along the regression 
12p-value for them respectively: 0.0333 < 0.0534; I . ~ value I : 
0.0003638052> 0.0002992031. As shown in Table 6. 
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line. The elasticities in this study were calculated at 
the point of the means of each of the interest rate 
spreads. Therefore, it would not be perfectly appropriate 
to choose that mean point for the calculation when the 
interest rates / interest rate spreads fluctuated greatly 
through the period. For example, as shown in Table 5, the 
maximum values of prime rate, HIBOR and saving rate were 
17%, 15.625%, and 11.000% respectively while the minimum 
values were 5.5%, 1.75% and 1.5% respectively. Though the 
results should be cautiously analyzed, for the empirical 
study of interest rate spread elasticities, it would be 
proper to determine them by using this method. 
33 
CHAPTER VII 
CONCLUSIONS AND IMPLICATIONS 
As parallel to the research conducted by the Consumer 
Council on the monopsonistic market structure of the 
banking -industry in Hong Kong, this study found that banks 
in Hong Kong did not out perform the market. Moveover, the 
results of this study show the appropriateness of including 
interest rates and interest rate spreads in explaining the 
changes of bank stock returns and prices. The 3 -month 
HIBOR was found to be negatively related to the bank stock 
prices. Concerning the interest rate spread sensitivities, 
the HIBOR-saving rate spread and prime-HIBOR spread showed 
statistical significance. 
bank stock returns were of 
However, their impacts on the 
opposite signs. The former 
inter~st rate spread related negatively with the bank stock 
returns while the latter related positively with them. 
From that, the bank stock returns were found to be more 
sensitive to and influenced by the prime-HIBOR interest 
rate spread. On the contrary, it was then found the 
interest rate elasticity of HIBOR-saving interest rate 
spread was higher (in absolute value) than that of the 
HIBOR-saving interest rate. It could be due to the using 
of the mean interest rate spreads to determine the 
elasticities. For empirical study, it would be acceptable 
to use this method so that the elasticities of the interest 
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rate spreads could be examined. 
As mentioned in the research of the Consumer Council 
on the banking industry, the disclosure of information to 
general public was far less than those of the other 
countries. In particular, there were no disclosure 
concerning deposit and loan portfolios in the dimensions of 
net balance, maturities, the use of loan and so on. These 
would give light on the composition of interest rate 
sensitive assets and liabilities of banks, in turn, the 
. effect bfinterest rate / interest rate spread changes on 
bank stock returns and prices could be better examined. 
Further research could be done on investigating the 
impact of size of the banks on this study's results. It 
could be expected the interest rate / interest rate spread 
sensitivity (and elasticity) would change due to the 
different activities in the interbank market, deposit 
market and loan market. For example, for a large bank, the 
relatively higher level of deposit could enable the bank to 
actively lend them in the interbank market at HIBOR or lend 
them to the public at prime (plus some addition . margin) 
rate without bother bo.rrowing in the interbank market -.--
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